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Introduction
T axes and their possible effects are an important part of every
CPA’s practice. But the CPA is not only a tax practitioner, he is 
also a taxpayer. This bulletin is addressed to the CPA in his latter 
capacity. In view of space limitations, the bulletin is selective and 
limited to a review of some of the federal tax problems to be encoun­
tered by a partnership engaged in the professional practice of 
accountancy.*
Generally, discussions will ignore nontax aspects of partner­
ships, such as selection of partners, capital requirements, partners’ 
duties, etc. The reader interested in such questions would do well 
to consult Bulletin No. 7 and the articles listed in the bibliography 
of that bulletin. In all discussions of tax planning, it is necessary to 
remember that these nontax aspects are important. Sound business 
and economic planning may not be the same thing as tax saving. 
It is important to keep in mind the economic implications of a 
partnership plan and to avoid saddling the partnership with ex­
cessive long-term commitments in an effort to procure a tax saving.
There are situations where the federal income tax consequences 
of events will differ from those under state law. This is not only 
with respect to taxes but also as to general laws governing partner­
ships. For example, the federal income tax rules as to termination 
and continuation of a partnership differ considerably from state 
laws. Because of the many possible variations in these differences,
* The material in this bulletin was prepared by Eli Gerver, CPA. Formerly the 
Institute’s Director of Taxation, Mr. Gerver is now Supervisor - Tax at the New 
York City office of Touche, Ross, Bailey & Smart.
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no attempt will be made here to discuss state or local tax implica­
tions of the problems. However, this should not be taken to mean 
that such matters are of minor importance. The effect of state law 
must be considered as part of any business planning by the CPA.
The bulletin is subject to the frailty so common to all publica­
tions in the tax field. Answers to tax questions are continually 
changing. The tremendous volume of official material coming from 
Congress, the Treasury Department, and the courts requires the 
alert practitioner to be ever watchful. One can never be too sure 
of what the future will bring, and this publication illustrates the 
point only too well.
The first version of this bulletin was completed and undergoing 
editorial revision when it appeared to the editors that a number of 
amendments to the Code would be enacted. Accordingly, revision 
was delayed until the final adjournment of Congress, at which time 
it was clear the amendments were not forthcoming. It is possible 
that the next Congress will approve changes in the Code provisions 
for partnerships. Further delay, however, seems undesirable. 
Accordingly this bulletin is released with the knowledge that as of 
this time, it is up to date. As to the future—caveat lector.
1. Does a Partnership Exist?
Before any discussion of particular partnership tax problems, 
it is advisable to understand what form of organization will be con­
sidered a partnership under federal income tax law. The existence 
or nonexistence of a partnership from a tax viewpoint is important 
for several reasons. If it is held that a partnership does not exist, 
income of the organization may be taxed to one member, or to a 
different entity. Thus, the partnership may be considered no more 
than an employment arrangement. It may be so organized that it 
will be considered an association to be taxed as a corporation?
A partnership, although it pays no tax, files a return for its own 
accounting period and determines income under its own accounting 
method. If a partnership is considered to be nonexistent for federal 
income tax purposes, income reported by the participants might be 
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determined for different years and under different accounting meth­
ods. This may result in differing amounts of income and, in one 
year, may cause a substantial bunching of income.
If there is a sale of a partnership interest, gain will be from the 
sale of a capital asset, subject to exceptions discussed in Part 10; 
sale of a proprietorship is fragmented completely.
There are numerous elections which may be made by a partner­
ship. If the partnership does not exist for income tax purposes, the 
elections will be invalid with possible unfortunate consequences 
for the would-be partners.
Thus, it is important to determine whether or not a partnership 
exists. The most common definition of a partnership is: “. . . an 
association of two or more persons to carry on as co-owners a 
business for profit.”2 The Internal Revenue Code has a broader 
definition: “The term ‘partnership’ includes a syndicate, group, 
pool, joint venture or other unincorporated organization, through 
or by means of which any business, financial operation, or venture 
is carried on . . .” 3 Recognition of a partnership under state law 
is not controlling for federal income tax purposes. The surrounding 
circumstances decide whether or not a partnership has been formed.
For example, a group of CPAs rent office space and share all 
expenses including audit and office personnel, but practice as indi­
viduals. This is a convenient and not uncommon arrangement. The 
individual participants are unable to afford full office accommoda­
tions and this type of agreement is of great help in getting started. 
Is there a partnership? In all probability, a simple expense-sharing 
arrangement is not a partnership but this would not be so if, in 
addition to sharing expenses, the CPAs joined in the rendering of 
services to clients.
A question may arise when a practice is sold and the seller is 
to receive payment over a period of several years. Assume that an 
individual practitioner purchases a practice from another individual 
and agrees to make payments for a period of time equal to 40 per 
cent of the net income from the practice. Would the seller under 
such circumstances be considered a temporary partner? It is doubt­
ful that this arrangement would be considered a partnership in 
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the absence of an agreement expressing the intent to form a partner­
ship.4 The buyer probably would prefer that there be a partnership 
as the 40 per cent of income would not be taxed to him but to the 
seller as a distributive share. The seller, on the other hand, probably 
would prefer to consider his payments for the sale of goodwill, 
thereby obtaining capital gain. Presumably such conflicts can be 
resolved by careful drafting of the sales agreement and possibly by 
an adjustment in purchase price to compensate the party who would 
not get the tax result he sought.
A fairly common arrangement for compensating valuable em­
ployees is to provide for a bonus based on a percentage of profits. 
A mere compensation device does not result in the creation of a 
junior partner.5 Other circumstances demonstrating an intent to 
form a partnership would have to be present, e.g., participation in 
management decisions, articles of partnership, holding out to the 
public of the partnership.
Family Partnership
Frequently, partnerships are established with members of the 
family. For example, many a CPA looks forward to the day when 
he can form an accounting partnership with his son. In deciding 
whether the family partnership so formed is acceptable for income 
tax purposes, it is necessary to keep in mind the basic income tax 
rule that income is taxed to the person who earns it through his 
own labor and skill and the use of his capital.6 The income 
attributable to capital interests must be proportionate to such inter­
ests and proper allowance must be made for services.7 Although 
a CPA firm requires in many instances a substantial amount of 
working capital to meet expenses and to maintain an office, it is 
the view of the Internal Revenue Service that capital is not a mate­
rial income-producing factor since income is derived principally 
from the personal services performed by the members of the firm.8 
Since capital is not considered a material income-producing factor 
in a professional partnership, it would seem that an important test 
of validity of the family partnership practicing accountancy would 
be the allowance for services.
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Ill providing an allowance for services, consideration must be 
given to all facts and circumstances. One partner may have greater 
managerial ability than another; one may have greater technical 
ability. The amount which would be paid a person who is not a 
partner for comparable services is important.9 Thus, if a son is not 
capable of assuming full charge of a job, it would be difficult to 
justify an allowance for services equal to his father’s. Even where 
the son could take full charge, other factors, such as the relationship 
between clients and the father, may suggest that his services are 
worth less.
2. The Agreement
A partnership by its nature must have some form of agreement. 
The agreement may be oral or written. It may be sketchy or 
detailed. For tax purposes, it can be extremely important, for the 
answers to several tax questions may be found in the partnership 
agreement.
The agreement can set forth the distributive shares of income 
or loss and the capital interest of each partner. There are a number 
of tax problems which may arise dependent upon the interest in 
profits and capital of partners. Thus, a partnership may not adopt 
or change to a taxable year which is different from that of a prin­
cipal partner. A principal partner for this purpose has an interest 
of at least five per cent in profits or capital.10
Whether or not a partnership continues in existence or ter­
minates for federal income tax purposes depends in many instances 
on the profits or capital interests of certain partners.11 This is im­
portant in deciding whether new elections must be made, whether 
a fiscal year can be retained, etc.
The agreement is a valuable tool in planning for retirement 
or death of partners. If desired, provision can be made to permit 
a retiring partner or a deceased partner’s estate to treat as capital 
gain part of the payment received for the interest.12 The agreement 
may be worded to permit or prevent the bunching of income in a 
deceased partner’s final return.13 The agreement may reduce con- 
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troversy over estate tax values by providing for purchase of a 
deceased partner’s interest.14
These comments are intended only to make clear the importance 
of the partnership agreement in helping resolve certain tax prob­
lems. The problems described briefly above will be explained in 
greater detail in other sections of this bulletin.
Amending the Agreement
A partnership has considerable flexibility as to the effective 
date of amendments to the agreement. The agreement includes any 
modifications adopted by the partners in accordance with the agree­
ment up to the date for filing the partnership tax return. Extensions 
are not counted.15 Thus, in preparing a tax return for the calendar 
year 1959, a partnership would give effect to any amendments made 
to its agreement up to April 15, 1960. It is permissible, however, 
for an amendment to provide by its terms that it is not retroactive 
in effect.
It is not clear how far the partnership may go in amending its 
agreement. It would seem that the principles used in examining 
the validity of the basic agreement also would apply in determining 
the validity of an amendment. An amendment which has a busi­
ness purpose and is not a sham or tax avoidance scheme should be 
permitted.16 Thus, a change in the allocation of income among the 
partners to recognize the exceptional contribution of a partner 
would seem reasonable and should be recognized. On the other 
hand, a change made to permit partners to shift tax liabilities prob­
ably would not be acceptable.
3. Income of Partnerships and Partners
Although a partnership, as such, does not pay federal income
tax, it is required to file an income tax return and compute its 
taxable income. The return is for information purposes and, among 
other things, supplies the necessary data for partners to prepare 
their individual returns. The Internal Revenue Code requires that 
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the partnership return provide information as to the partnership’s 
gross income and allowable deductions, the names and addresses 
of the partners entitled to share in the distribution of taxable income, 
and their distributive shares.
Distributive Shares
Information as to distributive shares is analyzed to permit the 
individual partners to prepare their personal returns and give effect 
to special provisions of the Code which apply to their shares of 
partnership income and deductions. Thus, a partnership’s taxable 
income is computed separately from such other partnership items 
as capital gains and losses, section 1231 gains and losses, dividend 
income, charitable contributions, foreign taxes which may be 
claimed as credit against U. S. tax, partially exempt interest, and a 
number of other items such as bad debt recoveries, gain or loss 
recognized as a result of certain partnership distributions, etc.17 In 
preparing their individual returns, the partners report their distribu­
tive share of each such separately stated item for the partnership 
year which ends with or within the partner’s taxable year.18 Any 
such items are reported on a partner’s return as though realized 
or incurred directly by the partner.19 Thus, the partner adds to 
his own charitable contributions, his share of the partnership’s con­
tributions before applying the limitation on such deduction. If the 
partner’s interest is subject to community property laws, his share 
of income and deductions will be reported by the partner and his 
spouse in equal portions.20
Gross Income of a Partner
If it is necessary to compute a partner’s gross income, although 
each partner in preparing his return shows only his share of part­
nership taxable income, the distributive share of gross income 
of the partnership is taken into account.21 The partner’s distributive 
share of gross income is in proportion to his distributive share of 
partnership income, loss, etc.22 Thus, if a partner reports one- 
fourth of taxable income, one-fourth of gross income was reported.
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Guaranteed Payments
A partner’s income from a partnership may include more than 
his distributive share of income. Frequently, a partnership agree­
ment will provide for partners’ salaries or interest on invested 
capital. Such amounts, determined without regard to partnership 
income, are termed “guaranteed payments.” For accounting pur­
poses, such payments are usually considered as a distribution of 
profits rather than an expense but in the event such payments 
exceed income or there is a loss prior to the allowance of salaries 
or interest on capital (unless the agreement provides otherwise), the 
full allowances should be deducted from income or added to the 
loss, and the resulting figure allocated to partners in the loss ratio.23 
For tax purposes, the Internal Revenue Code is clear that such 
payments are to be treated as an expense for the purpose of deter­
mining the partnership’s taxable income, and as income to the 
partner regardless of whether or not the partnership has taxable 
income.24 Under earlier law, the payments were treated as a 
distribution of profits and when profits were insufficient much 
confusion resulted. Now, if the guaranteed payments exceed income 
of the partnership before deducting the payments, the partners, in 
effect, net their guaranteed payments and the loss after the payments.
The partner reports these amounts as ordinary income for his 
taxable year in which, or with which, the partnership year of 
deduction ends.25 Thus, if the partnership is on a January 31 year, 
guaranteed payments received during the period from February 1,
1959 to December 31, 1959 would be reported on the partner’s
1960 tax return.
Guaranteed payments are treated in this manner—i.e., as though 
made to one who is not a partner, only for purposes of computing 
taxable income of the partnership and the recipient partner. Salary 
payments to partners are not subject to withholding taxes. Social 
security taxes are not paid on salaries but all guaranteed payments 
are includible for purposes of the tax paid by the partners on self- 
employment income. Partners receiving salaries are not considered 
employees for purposes of deducting payments for group insurance 
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plans, pension, profit sharing, and other deferred compensation 
plans,* sick pay exclusion, etc.
Guaranteed payments are not considered a distribution of profits 
for purposes of determining a partner’s interest in profits. There­
fore, such payments are not taken into account in deciding whether 
a partner is a principal partner, whether gain or losses in trans­
actions with partnership are specially treated, and whether or not 
a partnership has terminated. However, in determining a partner’s 
interest in profits, a salary dependent upon profits must be taken 
into account. Suppose an agreement provided that a partner shall 
receive as salary 30 per cent of partnership profits and that, after 
deducting that salary, the balance is to be divided equally among 
him and his two partners. The agreement would seem to indicate 
that the salaried partner’s share of profits was 33⅓  per cent. How­
ever, he is entitled to 30 per cent of the profits as salary and 23⅓  
per cent (one-third of the remaining 70 per cent) of the profits as a 
distributed share. Therefore, his interest in profits is 53⅓ per cent.
Expense Allowances
Partners, although not employees, may be subject to similar 
rules with respect to expense allowances as those generally 
applicable to employees. If the partner is required to account to 
the partnership for the expense allowance, and the expenses are 
equal to the allowance, the expenses and the allowance need not 
be reported. If the allowance exceeds the expenses, the excess 
would appear to be akin to a guaranteed payment and should be 
reported as income. If the expenses exceed the allowance, a deduc­
tion may be claimed for the excess if the partnership agreement 
provides that partners are expected to incur expenses.26
* In recent years there has been considerable discussion of legislative proposals 
which would permit deductions for contributions to pension plans on behalf of 
partners or proprietors. One proposal which has been approved by the House 
of Representatives (but not the Senate) several times would permit a deduction 
for amounts paid into special accounts or for special insurance policies. An 
alternative favored by the Treasury Department (but not approved by Congress) 
would permit partners or proprietors to qualify as “employees” if a nondiscrim- 
inatory plan is established for employees.
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The partnership return for 1960 and later years will request 
information as to expense account allowances paid to partners whose 
total distributive share of income, salary and expense allowances 
exceeds $10,000. This information will be required for all partners, 
except that if a firm has more than twenty-five partners, only for 
the twenty-five with the highest individual totals.
An expense account allowance includes amounts other than 
compensation received as an advance or reimbursement and 
amounts paid by the partnership on behalf of a partner. However, 
this does not include fringe benefits, such as hospitalization. 
Expenses which will be billed to clients are counted, but there 
should be sufficient records to justify the business purpose of the 
expenditure.27
Deductibility o f Losses
A partnership may have a net loss from operations. If so, 
the agreement should provide in what manner the loss is to be 
distributed to the partners. Those partners who, in accordance with 
the agreement bear the losses, are entitled to a deduction. The 
deduction may not exceed the partner’s basis for his interest deter­
mined as of the end of the partnership’s taxable year in which the 
loss was incurred. To the extent the available loss exceeds the 
partner’s basis, he can hold in abeyance the deduction for such 
excess until his basis has increased.28
There are several ways to reduce the amount of losses which 
may not be deducted immediately. If a loss is anticipated, a partner 
can increase his basis by a contribution to capital before the end 
of the year. If this is done, the money or property contributed should 
not be withdrawn at the beginning of the following year as it would 
give the transaction the appearance of sham.
As an alternative, the partnership could borrow money. In­
creases in partnership liabilities increase the basis of partners for 
their interests.29 Such loans should be bona fide and perhaps for a 
purpose other than merely to furnish additional basis for the part­
ners in order to support their loss deduction. The partnership agree- 
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ment may provide that a liability arises from the partners to each 
other or to the partnership to repay any deficiencies in capital. 
Since this is not an increase in the partnership’s liabilities, it does 
not affect a partner’s basis for his interest and is not taken into 
account in determining the loss which may be deducted.
As noted earlier, there are a number of items of income and 
deductions which are computed separately. If the total of the sepa­
rately computed deductions exceeds the partner’s basis, the deduc­
tions are allowed proportionately in the year incurred.30 Thus, there 
may be held in abeyance separate losses arising out of capital asset 
transactions, sales of section 1231 assets, accounting practice, etc. 
Actually, this will be of limited importance to an accounting part­
nership since there are few occasions where such separate losses 
arise for the accounting firm. An interesting exception to this rule 
appears to exist with respect to charitable contributions. The regu­
lations for limitation of deductible losses from a partnership omit 
mention of charitable contributions. Presumably, the partner’s share 
of contributions is deductible by him without regard to his basis for 
his interest and subject only to the percentage limitations applicable 
to the deduction for charitable contribution.
4. Basis of a Partner’s Interest
There are several occasions when it is necessary to ascertain
the basis of a partner’s interest in a partnership in order to deter­
mine the tax liability of the partner. As described in part 3, a 
partner’s basis for his interest sets a limit on the amount of loss 
which the partner may deduct. In ascertaining basis for this purpose 
the necessary computations are made as of the end of the taxable 
year of the partnership. This is so even though the partnership and 
the partner are on different taxable years. Under other circum­
stances, it may be necessary to determine basis as of some date 
during the partnership year. Thus, in order to compute gain or loss 
upon the sale, exchange, or liquidation of a partnership interest, 
basis is determined as of the date of such sale, exchange, or liqui­
dation.31
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General Rule
The starting point for the determination of a partner’s basis is 
the amount of money he contributed to the partnership on the basis 
of property he contributed at the time of the contribution. If the 
interest was acquired in a manner other than by contribution, the 
appropriate rule for basis of property could be applicable (e.g., cost, 
fair market value at date of death, etc.).
However, a partner’s cost for his interest, whether acquired by 
purchase or contribution, is only a starting point. Any additional 
contributions to capital or purchases of additional interests are in­
cluded. Adjustments are necessary to give effect to the partnership’s 
activities since the partner acquired his interest. The partner’s basis 
for his interest is increased by his distributive share of the partner­
ship’s taxable income. Two other “plus” adjustments are required 
but they would not apply to most accounting partnerships—basis 
is increased by the distributive share of tax exempt income and by 
the distributive share of depletion deductions in excess of the basis 
of depletable property.32 Since the adjustment is for a share of 
exempt income, nonrecognized gain would not be taken into ac­
count. Thus, if as a result of an involuntary conversion, a partner­
ship had a gain and this gain was not recognized in whole or in 
part under section 1033, the portion of gain not recognized would 
not enter into the computation of a partner’s basis for his interest.
After making all “plus” adjustments, basis is reduced (but not 
below zero) by any distributions to a partner of money or prop­
erty. In the case of a money distribution, the amount of the reduc­
tion is the amount of the distribution. In the case of property, the 
reduction in basis is equal to the basis of such property to the 
partner.33 As a rule, if the partner’s interest is not being liquidated, 
the basis to him of distributed property is the same as its adjusted 
basis to the partnership, but this amount may not exceed the part­
ner’s basis for his interest after adjustment for any money received 
in the distribution.34 Reductions are made for the distributive shares 
of partnership losses and nondeductible expenditures which are not 
capital in nature.35
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Alternative Rule
As can be seen, the computation of basis can be a difficult chore 
where the partnership has existed for a long period of time. An 
alternative method of computing basis is permitted where it is not 
practicable to compute basis as described above, or where it seems 
reasonable to assume that the alternative computation will not pro­
duce a result substantially different. Under the alternative rule, a 
partner’s basis for his interest is his share of the adjusted basis of 
partnership property which would be distributable to him in the 
event the partnership terminates.36
Even where the alternative computation is made, further adjust­
ments may be required under the regulations. An adjustment may 
be required to eliminate a discrepancy which may arise out of a 
transfer of an interest. For example, suppose D buys for $12,500 a 
one-third interest in an accounting partnership whose assets have 
a basis of $22,500 but are worth $37,500. D’s basis for his interest 
is his cost $12,500. However, his share of the partnership’s basis 
is only $7,500. The regulations provide that for purposes of the 
alternative rule, he has an adjustment of $5,000, which may be taken 
into account at the time D’s basis is determined under the alterna­
tive rule.37
Liabilities as Part o f Basis
It is important to realize that the Internal Revenue Code treats 
changes in certain liabilities of partners or the partnership as though 
partners contributed money to the partnership, or as though the 
partnership made a distribution of money.38 If a partner should 
assume liabilities of the partnership, his assumption will be con­
sidered as a contribution of money and will increase the basis for 
his interest. On the other hand, if the partnership should assume 
liabilities of an individual partner, the assumption will be consid­
ered a distribution of money to the partner. As a partnership’s 
liabilities increase, each partner who shares in the liabilities has an 
increase in his basis. As the partnership’s liabilities decrease, the 
partners have a decrease in basis.
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In general, a partner is considered to share in the liabilities in 
the same proportion as he shares in partnership losses.39 Although 
for this purpose “liabilities” is not defined by the Code or Regula­
tions, it is likely that the term includes all debts, whether or not 
the underlying expenditure is deductible and regardless of the part­
nership’s method of accounting. The simplest way to determine 
whether there has been an increase or decrease in a partner’s share 
of liabilities would be to compare liabilities as of the time the interest 
was acquired and as of the time it is necessary to ascertain the basis 
for the partner’s interest.
5. Optional Basis Adjustm ents
Other problems may arise with respect to basis. A partner who 
acquires an interest by purchase may find that the basis for his 
interest is high in contrast to his share of the partnership’s basis for 
property. Thus, if depreciable property is owned, the new partner 
may be deprived of the benefit of deductions for the appreciation 
realized by his purchase. As the result of a distribution of partner­
ship property, the partnership may find that a high basis property 
distributed to a partner has a lower basis in the partner’s hands, 
but the lost basis is not available to anyone. Adjustments are per­
mitted to obtain use of this otherwise lost basis. The partnership 
may elect to adjust basis in a fashion similar to that described for 
the alternative rule of determining the basis of an interest.
If the partnership so elects, the basis of property remaining in 
the partnership after a distribution is adjusted upward by the amount 
of gain recognized to the distributee partner and by the amount of 
any decrease in the basis of property distributed as contrasted with 
the basis of that property to the partnership. A downward adjust­
ment is required if the distributee has a recognized loss or if the 
basis of any distributed property is increased.40 Although certain 
distributions are treated as sales or exchanges and result in gains 
or losses and changes in the basis of property, no adjustment is 
permitted on account of such distributions.41
The partnership makes the election and the same election applies
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not only to adjustments arising out of a distribution but also to those 
arising out of the transfer of an interest. However, the adjustment 
in this latter instance is only for the benefit of the partner who ac­
quired the interest. An upward adjustment in basis of partnership 
property is made where the partner’s basis for his interest exceeds 
his proportionate share of the basis of partnership assets. A down­
ward adjustment is made where the basis of the assets exceeds the 
basis for his interest.42
The regulations permit a partnership to revoke an election for 
good business reasons but not to avoid making an undesired ad­
justment.43 Thus, an election made at a time when upward adjust­
ments to basis would be permitted may require downward adjust­
ments at a later date. The double effect of an election requires that 
one consider very carefully the significance of the benefit sought in 
the light of possible future effects.
Where an adjustment is available, it must be applied to elimi­
nate differences between the fair market value and the basis of 
partnership assets, including goodwill.44 Thus, if an upward adjust­
ment is permitted, it is allocated only to assets whose values exceed 
their basis. If a downward adjustment is to be made, it is allocated 
only to assets whose values are less than basis, but, in this case, 
an adjustment may not reduce basis below zero. Permission can be 
obtained from the district director to make both upward and down­
ward adjustments, which as a net equal the adjustment permitted, 
upon a satisfactory showing of the values used in setting a price for 
transfer of an interest, or valuation for estate tax, or the distribu­
tion.45 It is possible that such permission would not be given in 
advance. However, the adjustments could be made as considered 
appropriate and approval obtained at the time the question is raised 
upon an examination of the return.
The adjustment must be allocated to assets similar in character 
to those which give rise to the adjustment. If there are no such 
assets (as might happen in the event of a distribution) or where a 
downward adjustment would decrease basis below zero, the un­
usable part of the adjustment is held in abeyance until additional 
property of the appropriate character is acquired.46
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6. Contributions to a Partnership
Every partnership requires capital in order to carry on opera­
tions. In the case of an accounting partnership, the capital may be 
represented originally by furniture and fixtures and funds needed 
to pay operating expenses. The source of capital would be contri­
butions from the individual partners. Money and property are the 
most likely contributions to capital. Thus, one partner may con­
tribute a furnished office and library in exchange for his capital 
interest. Another will contribute cash.
Where the contribution is in the form of money, which is usu­
ally the case, there are no tax problems. The partner’s capital 
account can be credited with his contribution and the partner’s basis 
for his interest is the amount of money which he contributed.
Contribution of Property
A contribution of property may present problems where the 
contributed property is appreciated or depreciated. In a service 
organization, such as an accounting partnership, the problems are 
not serious since the relative lack of importance of property makes 
the partners less inclined to take advantage of special provisions 
in the law relating to allocation of gain, loss, or other deductions 
attributable to the contributed property.47 However, it may be con­
sidered desirable to provide for an allocation of partnership income 
which will tend to eliminate variations between the basis and value 
of contributed property. For example, Mr. A contributes for his 
one-fourth interest in the partnership a furnished office, his library, 
and his present practice. His basis for the contributed property is 
$2,000 but his capital account is credited with $16,000, the value 
of the property he contributed. The library was valued at $1,000; 
the goodwill attributable to the contributed practice at $12,000; 
the office at $3,000.
A’s basis for the contributed property will be the basis for his 
interest and his basis for the contributed property is carried over 
by the partnership.48 More than likely, the entire basis will be 
attributable to the office furnishings. The cost of the library was 
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probably charged to expense as incurred and the library would have 
a zero basis. As for the practice, unless some of it was acquired 
by purchase, it would have a zero basis. If the partners wish, they 
may provide in their agreement that the depreciation deductions 
will be allocated to offset the effect of the difference between value 
and basis of the office furniture.
Thus, Mr. A has acquired a one-fourth interest. His partners 
have, in effect, a three-fourths interest in the property contributed 
by A, including the depreciable property valued at $3,000. Assum­
ing a remaining estimated useful life of five years, this would entitle 
Mr. A’s partners to the benefit of depreciation deductions in the 
total amount of $450 (omitting salvage from our discussion for 
purposes of simplicity). However, the basis of the property is only 
$2,000 and only $400 in depreciation would be allowable each 
year. Therefore, the entire $400 in depreciation is allocated to A’s 
partners.
Similar provision may be made in the agreement as to the treat­
ment of gain or loss which may arise with respect to contributed 
property. The special allocations provided would be for the purpose 
of eliminating the difference between basis and value.
For most professional accounting partnerships, this question of 
contributed property is not important. If the partners prefer, they 
may omit all mention of such special allocation in the agreement, 
and the allocation of deductions or gains attributable to contributed 
property will be in the same manner as though the property had 
been purchased.
Alternatives to Contributing Property
Before contributing property to a partnership, it may be ad­
visable to consider possible alternatives. For example, instead of 
contributing property, such as office equipment, perhaps it can be 
sold to the partnership. If the property has appreciated in value, the 
selling partner would have a taxable gain, possibly a long-term 
capital gain.49 If he contributes the proceeds, even if only the net 
proceeds, he may have a higher basis for his partnership interest.
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In addition, the partnership would have a higher basis for the 
property and would obtain increased depreciation deductions.
For example, if Mr. A had sold the property to the partnership 
for $3,000, he would have a gain of $1,000. After contributing the 
net proceeds to the partnership, the basis for his interest would be 
$2,750 (assuming the alternative tax applied), as contrasted with 
$2,000 if he contributed the property. The partnership would be 
entitled to $600 in annual depreciation and each partner would be 
entitled to $150 in depreciation as contrasted with the result under 
a contribution of the property—no deduction for Mr. A and $133 
for each of the other partners.
The contributing partner could lease the office equipment to 
the partnership. If this is done, the partnership would deduct the 
rentals paid. The partner who owned the property would offset his 
rental income with depreciation deductions and his share of the 
rental expense of the partnership. For example, if Mr. A leased his 
office equipment with a basis of $2,000 instead of contributing it 
to the partnership and rent of $600 per year were agreed upon, Mr. 
A’s income would be increased $50. (Rent income of $600 less 
annual depreciation of $400, based on a five-year life, and less A’s 
$150 share of partnership rent expense.) However, the other part­
ners get a total rent deduction which is equal to the depreciation 
they would be entitled to on the value of the rented property.
Obviously, the decision whether to sell, lease or contribute 
cannot be made unilaterally by Mr. A. The wishes of his associates 
must be considered particularly since the alternatives to contribu­
tion involve cash outlays. Also, it may be necessary to consider the 
effect of provisions governing the treatment of sales or exchanges 
between persons and partnerships. (See part 8.)
7. Accounting Period
Partnerships are limited in the selection of an accounting period. 
A partnership may not change to, or adopt, a taxable year, which 
differs from that of all of its principal partners unless it can estab­
lish a business reason for so doing. A principal partner is one who
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has an interest of at least 5 per cent in the profits or capital of a 
partnership. Under this definition there will not be many accounting 
partnerships where the diversification of ownership is so great that 
the limitations will not apply because no partner owns at least 5 
per cent of profits or capital. Similar restrictions are applied to a 
principal partner. Unless permission is received, he may not change 
to a taxable year other than that of a partnership in which he is a 
principal partner.50
In most instances, the effect of these provisions is that a newly 
formed partnership must adopt the calendar year as the taxable 
year. However, most accounting firms (if not all) are operating at 
a peak level during the period from December to April completing 
audits, preparing various reports including tax returns, and review­
ing results of operations with clients. The activity during this period 
makes it quite difficult for partners in an accounting firm to devote 
adequate attention to their own problems as a partnership. A year 
ending some time between May and November is more practical 
for most accounting firms. The particular circumstances of a firm’s 
practice will be of considerable importance in selecting an appro­
priate taxable year.
Adopting an Accounting Period
What does a newly formed accounting partnership do? The 
partnership may adopt, without permission, a taxable year which 
is the same as the year of its principal partners. Thus, if all part­
ners have been filing individual returns on a calendar-year basis, the 
partnership would adopt the calendar year. If the partners had been 
filing individual returns on the same fiscal year, the partnership 
would adopt the fiscal year. If the partners are reporting on different 
years, the partnership may adopt the calendar year.51
At the time the partnership is formed, the principal partners 
could obtain permission to change their individual accounting 
periods to a particular fiscal year. The partnership can then adopt 
without permission the same period as that to which the partners 
are changing.52 The prospective partners would submit their request 
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for permission to change their individual accounting periods by fil­
ing Form 1128 with the Commissioner of Internal Revenue on or 
before the last day of the month following the close of the short 
period for which a return would be required to effect the new 
accounting period.53 For example, if the prospective partners have 
been filing returns on a calendar year and would like the partnership 
to adopt for convenience a fiscal year ending June 30, the partners 
should file Form 1128 not later than July 31.
The partners-to-be must present a substantial business purpose 
for the change. It would seem that the desire of the partnership to 
use a more convenient reporting period would be a substantial busi­
ness purpose. The partners’ spouses should file requests for permis­
sion to change. If this is not done, a partner and his spouse would 
have different taxable years and would lose the advantage of in­
come splitting by filing joint returns.
A factor to be considered is the cost to the partners of changing 
their individual accounting periods. Where a taxpayer changes his 
accounting period, it is necessary to file a return and pay tax on 
his annualized income for the period beginning with the day after 
the close of the old taxable year and ending with the day before the 
start of the new year. If the early months of the partners’ old taxable 
years have been very profitable, the tax cost of the change might be 
substantial in contrast to the benefits to be derived from the part­
nership’s ability to use a fiscal year.
The partnership may adopt a different taxable year than its prin­
cipal partners if a substantial business purpose can be shown. The 
regulations offer as a specific example of sufficient business purpose 
the desire to change to a natural business year.54
For this purpose, the Internal Revenue Service has held that the 
taxable year should end at, or soon after, the close of the peak 
period of business.55
In the case of most accounting partnerships, the calendar year 
is an unnatural business year. Under the circumstances, perhaps 
the accounting partnership could request permission to adopt a tax­
able year different from that of its principal partners. However, 
if all the partners are able to make a concurrent change, the Revenue 
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Service probably will prefer that this change be made, if possible.
It is possible that the partners are not able to change to the 
proposed fiscal year. Some of the partners may have an interest in 
other partnerships already reporting on a different fiscal year. For 
example, A, B, C and D are forming a partnership to engage in 
the practice of public accounting. All have been filing individual 
returns on a calendar year. A is a principal partner with members 
of his family in the ownership and operation of several office build­
ings and that partnership has been using a fiscal year ending Au­
gust 31. B is a principal partner of a partnership which offers a CPA 
coaching course and reports its income on a year ending May 31.
The ABCD partnership would like to use a June 30 year. It would 
be difficult for A and B to obtain permission to change to a June 
30 year because they are partners in other partnerships reporting 
on a year other than June 30. Under the circumstances, it would 
seem that permission could be received for the partnership to adopt 
a June 30 year even though the partners will be reporting on a 
calendar year.
Change o f Accounting Period
The problems encountered in a change of accounting period are 
similar to those in adoption of an accounting period. If the partners 
are willing to change their accounting periods, then the partnership 
may do likewise.56 Under appropriate circumstances this may not 
be required if impractical. But, even where the year sought is a 
natural business year, it appears that unless other conditions are 
present (e.g., interests in other partnerships), the Service prefers 
that the partners make conforming changes. It is interesting to note 
that this will not affect future partners. Thus, A, B and C may 
change their reporting period to permit the ABC partnership to 
adopt or change to a June 30 year. Sometime later when D becomes 
a member of the partnership, it does not seem that he will be 
required to change his accounting period.
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8. When a Partner is Not a Partner
Gains and Losses in Transactions 
Between Partners and Partnerships
In section 6, it was suggested that a partner might prefer to 
sell property to a partnership rather than contribute it. In general, 
such transactions are viewed as taking place between the partner­
ship and an outsider, that is, one who is not a partner. This general 
rule is subject to a few exceptions. If the transaction takes place 
between the partnership and a partner who owns directly or indi­
rectly more than a 50 per cent interest in capital or profits, any loss 
which may be realized will not be recognized. This is also true if 
the transaction is between two partnerships in which the same per­
sons own directly or indirectly more than a 50 per cent interest in 
the capital or profits.57
In determining the percentage of ownership, an individual is 
considered to own constructively interests owned by his brothers, 
sisters, wife, ancestors and lineal descendants.58 For example, as­
sume three brothers, A, B and C form an accounting partnership 
with equal interests and A wishes to sell to the partnership, at a 
loss, an office building which he owns. The partnership expects to 
use the building as its offices. Regardless of the fairness of the 
price, A’s loss will not be recognized. Although he actually owns 
only a one-third interest in the partnership, he constructively owns 
100 per cent of the partnership. However, if the partnership subse­
quently sells the building at a gain, the amount of gain to be recog­
nized is reduced by the disallowed loss.59
If the transaction is between a partnership and a partner who 
owns directly or indirectly more than 80 per cent in capital or 
profits, or between two partnerships in which the same persons own 
directly or indirectly more than an 80 per cent interest in capital or 
profits, and the property transferred is not in the hands of the 
transferee a capital asset, any gain realized will be ordinary in­
come.60. Assume that the building in the example is sold to the 
partnership at a gain. It had been used by A in his accounting prac­
tice and although the land and building would not be capital assets. 
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A’s gain could be treated as gain from the sale or exchange of a 
capital asset.61 However, the land and building will not be capital 
assets of the partnership. The seller constructively owns more than 
an 80 per cent interest in capital or profits of the partnership and 
the gain is ordinary income.
Other Aspects of Constructive Ownership
Rules of constructive ownership may attribute ownership of an 
interest to one who is not a partner, e.g., a spouse. The provisions 
for nonrecognition of loss and ordinary income treatment gains are 
applicable only to transactions between a partnership and a partner. 
By definition, a partner must be a member of the partnership.62 
Therefore, if a transaction is between a partnership and an indi­
vidual who has no direct interest, these special provisions would 
not apply. Thus, if Mrs. A owned the building, there would be no 
problem with respect to reporting a gain as capital gain. As to a 
loss, a portion thereof would be disallowed as incurred in a trans­
action between husband and wife.63
The rules can make a partner constructive owner of an interest 
attributed to an outsider. However, such reattribution applies only 
where the interest is owned constructively by a corporation, partner­
ship, estate or trust. Reattribution in the case of family relationships 
is not permitted.64 Thus, if A and B are equal partners and A’s wife 
is B’s sister, neither A nor B would be held to own constructively 
the other’s interest by virtue of the interests attributed to Mrs. A. 
But, if A should die and the partnership agreement provided for 
the estate to continue as a partner, the A’s interest is attributed 
to Mrs. A by virtue of her interest in the estate; that interest in turn 
would be attributed to her brother B, giving him a 100 per cent 
interest for purposes of these rules.
9. Terminations, Continuations, Mergers, Divisions
Under the Uniform Partnership Act, a partnership may be in 
dissolution for any of a number of reasons: the partnership may 
be for a specified term and the term has ended; an event may occur 
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which makes it illegal to carry on as a partnership; etc. For pur­
poses of the Act, a partnership in dissolution has not terminated 
until the winding up of its affairs, that is, until obligations of the 
partnership are discharged and the remaining assets are distributed.65
Effects o f Term ination
The Internal Revenue Code makes no distinction as to dissolu­
tion or termination and whether or not a partnership has terminated 
for federal income tax purposes is not governed by state or local 
law.66 When a partnership terminates for federal income tax pur­
poses, a return will be required for the taxable year ending on the 
date of termination. It is presumed that assets were distributed to 
the partners as of the date of termination, subject to liabilities. Thus, 
in addition to distributive shares of income or loss for the period 
ending on the termination date, the individual partners may have 
recognizable gain or loss on the distribution.67 Any successor part­
nership will be considered a new partnership. If the terminated 
partnership was on a fiscal year, a successor partnership would have 
to obtain permission to use the same accounting period. If such 
permission is not obtained, the close of the taxable year by virtue 
of a termination would result in the bunching into one year of the 
partners’ shares of income for the fiscal year plus shares from the 
partnership for that portion of the calendar year the successor was 
in existence. In addition, the successor partnership will have to 
make new elections as to such matters as depreciation and account­
ing methods.
Term ination Under the Internal Revenue Code
As long as the partnership continues business activities as a 
partnership, it will be considered as continuing in existence.68 There 
is one exception to this general rule which is discussed below, but 
death, retirement or expulsion of a partner, admission of new part­
ners, as a rule, will not terminate an existing partnership. When 
one member of a two-man partnership retires or dies, there is no 
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longer a partnership but the regulations provide that the partnership 
will be presumed to continue as long as payments are being made 
to the retiring partner, or the estate or successor in interest of a 
deceased partner.69 (See part 13.)
When a partnership terminates because of this general rule, the 
date of termination is postponed until the partnership affairs are 
wound up.70 Presumably, this would be decided under local law.
Sales or Exchanges During a 12-Month Period
The exception to the general rule is that the partnership is 
terminated for income tax purposes if during any 12-month period 
there are sales or exchanges of 50 per cent or more of the total 
interests in capital and 50 per cent or more of the total interests in 
profits.71 Note that the total sales or exchanges must be of both 
capital and profit interests. Sales or exchanges among the part­
ners are included. Assume A and B have been partners and A owns 
80 per cent of capital and profits. Three valuable employees, D, E 
and F are to be made partners and it is agreed that this will be 
accomplished by A selling to each a 15 per cent interest. In addition, 
A sells to B a 5 per cent interest. The total interests sold are 50 
per cent and the partnership is terminated.
Gifts of a partnership interest are not counted for this pur­
pose. Liquidation of an interest is not a sale or exchange. The con­
tribution of property to a partnership in exchange for an interest 
does not constitute a sale or exchange of an interest even though the 
interest as acquired results in a reduction of other partners’ inter­
ests.72 Thus, if A and B are equal partners and during a 12-month 
period C and D acquire by contribution total interests of 50 per cent 
in capital and profits with a reduction of the interests of A and B, 
the partnership does not terminate.
Suppose immediately after C’s contribution, A received a dis­
tribution approximately equal to the money or property contributed. 
This could be considered a step transaction. The intermediate con­
tribution and distribution would be ignored and the transaction 
treated as a sale or exchange.73 This could be so even if the distribu­
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tion is in complete liquidation of a partner’s interest.
How long should A wait to avoid this result? This is not clear. 
The regulations look at distributions before and after the contribu­
tion of property. If possible, care should be taken to avoid any 
situation which could raise a question because of the proximity in 
time of the contribution and subsequent distribution.
Successive sales of the same interest or part of the same interest 
are not counted more than once. Thus, if A sells a 30 per cent in­
terest to D, and D subsequently (within the 12 months) sells his 
interests to E, the partnership does not terminate since only a 30 
per cent interest was sold.74
The 12-month period is not the partnership’s taxable year, but 
rather any period of 12 consecutive months. The period can begin 
on any day of the month, and it is necessary to add sales made at 
different times during the year. Thus, a sale by A of a 30 per cent 
interest to D on May 12, 1956, and a sale by B of a 30 per cent in­
terest to E on March 27, 1957 results in a termination of the part­
nership on March 27.
When a partnership terminates because of sales or exchanges, 
the termination is as of the date of the last sale or exchange which 
resulted in the transfer of 50 per cent or more in capital and profits 
interests.75 As of that date, it is presumed that all assets of the part­
nership were distributed to the partners and immediately thereafter 
the assets were contributed to a new successor partnership.76
It is possible that a partnership will terminate inadvertently as 
a result of transfer of interests, resulting in possible bunching of 
income and loss of a fiscal year. On the other hand, termination may 
be advantageous. Termination would require that the new partner­
ship adopt an accounting method and could thus facilitate a change 
in accounting method. It is possible that the bunching of income 
upon termination will be desirable since the partners may have un­
usually large nonbusiness deductions. In any event, the possibility 
of termination and its consequences should not be overlooked at 
any time the partners contemplate sales or exchanges of all or part 
of their interests.
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Mergers and Divisions
A fairly common occurrence is the merger of accounting part­
nerships to form a larger partnership, or the division of a partnership 
into two or more smaller partnerships. In planning such mergers 
or divisions, possible tax consequences should be considered.
In the event of a merger of two or more partnerships, the re­
sulting partnership is a continuation of the component firm whose 
partners own interests of more than 50 per cent in the capital and 
profits of the resulting partnership. The other partnerships are ter­
minated. If no partnership qualifies, then all the merging partner­
ships are terminated. Termination in this case is as of the date of 
consolidation. The terminated partnerships file returns for the 
taxable year ending on the date of consolidation. The continuing 
partnership files its returns for the year of the continued partner­
ship, showing therein that it is the result of a merger as of a particu­
lar date.77
When a partnership divides into more than one partnership, any 
resulting partnership whose members owned more than 50 per cent 
of capital and profits of the original partnership is a continuation 
of that partnership. If none of the resulting partnerships qualify, 
the original partnership is terminated. Those partners who become 
members of a new partnership are considered to have received a 
liquidating distribution of their interests as of the day of the divi­
sion and to have contributed the proceeds to the new partnership. 
The new partnership must adopt a taxable year, an accounting 
method, and make any other elections necessary. The continuing 
partnership, if any, will file for the taxable year of the original part­
nership, indicating therein that it is a continuation of a former 
partnership.78
These rules for federal income tax purposes do not affect in any 
way the privileges and duties of a partnership and its partners under 
state or local law. Thus, a partnership which is continued for federal 
income tax purposes may have terminated for state tax purposes 
and other requirements such as registration with state accounting 
boards. Care should be taken that unnecessary penalties are not 
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incurred under state and local law for failure to recognize that a 
partnership which has continued under the Internal Revenue Code 
has terminated under state law.79
10. Sale of Interest
Generally, an interest in a partnership is considered a capital 
asset. Gain or loss arising from the sale or exchange of an interest 
or a part of an interest will be recognized as capital gain or loss. 
(See part 13 for rules where the partner retires or sells his interest 
to his partners.) This general rule is subject to an exception of 
great importance to accounting partnerships using the cash receipts 
and disbursements method for reporting income. Without regard to 
whether or not there is an over-all gain on the transfer of the inter­
est, if there is gain attributable to unrealized receivables* that gain 
is considered ordinary income.80
Gain Attributable to Unrealized Receivables
“Unrealized receivables” are, among other things, rights to pay­
ment for services rendered or to be rendered where the amounts have 
not been includible in income because of the method of account­
ing.81 In a partnership reporting income on the cash basis, all un­
collected fees, whether or not billed,would be unrealized receivables. 
Work in process would be considered unrealized receivables.
When a partner sells all or part of his partnership interests, he 
computes gain or loss attributable to the unrealized receivables 
separately from that attributable to the rest of his interest. The sale 
price, as allocated by the parties in an arms-length transaction, will 
be regarded as correct.82 The basis for the partner’s share of un­
realized receivables is ascertained as though his share had been dis­
tributed to him before the sale. As a rule, this will be the same as 
the basis of the receivables to the partnership.83
* Certain items of inventory may be held by a partnership which would require 
separate computation of gain as ordinary income. Since this is not applicable 
to an accounting partnership, this discussion does not include that aspect of 
the problem.
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If the partnership is on the cash basis, the basis of its accounts 
receivables is usually zero. However, this need not be the case. 
For example, if a portion of the partnership’s unrealized receiv­
ables had been acquired by purchase, a partner selling his interest 
would have some basis for his share of unrealized receivables. If 
the selling partner had acquired his interest in the partnership by 
purchase and the election for optional basis adjustment is in effect 
(see part 5) the selling partner would have a basis adjustment for 
his interest in accounts receivables. Even if the election is not in 
effect, under certain conditions the adjustment is permitted.84
Thus, a sale or exchange of a partnership interest is split into 
two transactions—one for the sale of an interest in unrealized re­
ceivables, and one for the sale of the interest in other assets. If there 
are unrealized receivables, the selling partner will have ordinary in­
come in virtually all instances. As to the other part of the transac­
tion, he may have no gain or loss; he may have capital gain; he 
may even have capital loss. Under no circumstances will the results 
of the two transactions be offset against each other. Thus, a partner 
may have a net loss on the sale but have to report ordinary income 
and a capital loss.
Inform ation Required on the Return
The selling partner must set forth in his return certain informa­
tion with respect to the unrealized receivables. The sale of the in­
terest is shown in its two parts— a sale of unrealized receivables 
and a sale of the balance of his interest. If any special basis adjust­
ment is claimed, the computation of the adjustment and the method 
of allocation should be explained.85
Goodwill
Payments for goodwill represent a capital expenditure and are 
not deductible. Under the circumstances, it is doubtful whether 
many taxpayers would want to pay for goodwill when acquiring an 
accounting practice or an interest in an accounting partnership.
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The seller, of course, prefers to sell goodwill as the gain thereon 
is capital gain.
The Tax Court has held in Horton™ and Wyler87 that there is 
transferable goodwill in an accounting practice. These cases arose 
from the sale of individual practices, as distinguished from the sale 
of a partnership interest. In Horton the taxpayer transferred rights 
to the exclusive use of the firm name and the agreement of sale 
included a covenant not to compete. The government sought to 
tax as ordinary income amounts reported as paid for goodwill on the 
ground that the payment was for the covenant. The Tax Court held 
that the sale of goodwill and the covenant were separable. The 
court noted that the contract of sale provided specifically for the 
sale of goodwill as an asset of the seller and concluded that both 
parties to the agreement recognized the existence of goodwill as 
an asset.
In Wyler, the contract provided for a transfer of the taxpayer’s 
practice, sale of his business assets, the entry of the taxpayer as a 
partner in the buying partnership and a payment of $50,000 for 
goodwill. The contract provided for the manner of compensating 
the taxpayer for his services as partner. The taxpayer agreed not to 
solicit or perform accounting services for the clients of the buyer for 
three years after the agreement terminated. One clause of the agree­
ment stated that the contract was for personal services. The taxpayer 
reported the $50,000 as gain from the sale of a capital asset. The 
Revenue Service sought to treat the payment as ordinary income, 
alleging that it was for personal services. Based on oral testimony 
and written memoranda of discussions prior to the contract, the 
Tax Court found that there was a sale of goodwill. The court 
found that although the contract was for personal services, the com­
pensation for such services was set forth in other provisions. The 
Revenue Service argued that goodwill of a professional man is not 
salable. The Tax Court disagreed, citing, among others, Horton.
In determining whether goodwill is to be considered an asset 
of a partnership, Estate of Masquelette,88 is of interest. In that case, 
the taxpayer and his partner sold their interests in a branch office 
partnership to the resident partners of the latter firm. The contract 
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of sale provided for a covenant against competition from the tax­
payer and specifically prohibited the buyers from using the firm 
name. The taxpayer reported the amounts received over and above 
his equity as capital gain from the sale of intangible assets includ­
ing goodwill. The Revenue Service took the position that the cove­
nant against competition was separable from the rest of the sale 
and sought to allocate part of the price to the covenant as ordinary 
income. Although the contract did not provide expressly for the 
sale of goodwill, the court found that this was not necessary since 
the agreement was to sell all assets of the branch office. The prohi­
bition against use of the firm name was considered reasonable and 
intended only to protect the taxpayer from possible embarrassment. 
Although the price might have been more if the use of the name 
were included, the failure to transfer such right did not prevent the 
transfer of goodwill. In any event, the seller was limited in use of 
the firm name in the area because of the covenant against competi­
tion. The court found that the covenant was a nonseverable part 
of the conveyance of goodwill and, accordingly, upheld the taxpayer.
The Revenue Service has announced that it will follow the 
decision in Masquelette, but “only to the extent that it stands for 
the proposition that the existence of transferable goodwill may be 
recognized in connection with the sale of a business or a profes­
sion, the success of which is not dependent solely upon the personal 
qualifications of the owner, even though such a sale does not in­
volve the assignment of the right to the exclusive use of the firm 
name.”89
This statement with respect to Masquelette was issued as a 
clarification of the goodwill question as discussed in Rev. Rul. 
57-480,90 which held that a following based on acquaintanceship 
does not constitute goodwill and that there is no transferable good­
will in the case of a sale of the business of a professional man where 
the success of the business depends solely upon the professional 
skill, ability, integrity, and other personal characteristics of the 
owner, and there is no valid assignment of the exclusive right to 
the firm name. Thus, it would seem that the Revenue Service would 
not be impressed by an allocation of the purchase price to goodwill, 
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represented by the selling partner.
If it is a partnership interest which is sold, it would seem 
that there could be some goodwill. However, if the selling partner’s 
name was part of the firm name and is to be removed from the 
firm name after sale, it is possible that the existence of the goodwill 
would be challenged since the Service takes the view that if the 
success of the firm is attributable to the professional skill of its 
owner, no goodwill is sold unless the sale includes a right to the 
exclusive use of the firm name.
What if only part of an interest is sold? According to Rev. Rul. 
57-480, if the sale “purports to assign a right to use the firm name,” 
nothing will be realized from the sale of goodwill if the seller’s 
name is in the firm name and he continues as a member of the firm.
If it is found that there was no goodwill, that part of the price 
allocated to goodwill will be assigned to other assets sold. If as­
signed to unrealized receivables there may be a substantial effect. 
If assigned to other assets of the partnership, the gain on the sale 
will not be affected since the interest sold is treated as a unit, except 
for the fragmentation attributable to unrealized receivables. If the 
agreement provides for a covenant not to compete, it is likely that 
the amounts paid for so-called goodwill will be added to the pay­
ment for the covenant and taxed as ordinary income.
11. Closing the Taxable Tear-Sales, Exchanges,
Liquidations
Under certain circumstances, the taxable year of a partnership 
may close prior to the normal year-end date. For example, the 
termination of a partnership results in a closing of the partnership 
year and requires that a partnership return be filed. This is a clos­
ing of the year as to all partners. It is possible for the partnership 
year to close only to one of the partners. When a partner sells his 
interest or his interest is liquidated (and the partnership is not ter­
minated because of such transactions), the taxable year of the part­
nership closes as to him.91 The partnership does not file a return 
but the partner includes in taxable income for his year in which his 
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membership ended (and as a result of which the partnership year 
closed as to him) his distributive share of the items of partnership 
income for the period which ended with the sale, exchange or liqui­
dation of his interest.
Bunching of Income
If a selling partner files his tax returns on a different taxable 
year from the partnership and the sale is at any time other than 
the end of the partnership year, there will be a bunching of income 
in the partner’s return. For example, assume that the EFG partner­
ship determines its income on a taxable year ending June 30. E, who 
files his return on a calendar year, sells his interest in the partner­
ship as of December 31, 1959. E’s return for 1959 will include his 
distributive share of partnership income for the year ended June 30, 
1959 and his distributive share of income for the period July 1 to 
December 31, 1959 or a total of 18 months income. By changes in 
the dates, the total income to be reported may vary from 13 months 
to 23 months.
The regulations make it clear that it is not necessary to have an 
interim closing of the partnership’s books in order to determine his 
distributive share for the period ending with the termination of his 
interest.92 (This is quite helpful but if an accounting firm has a large 
practice and a substantial amount of work in process, an interim 
closing may be preferred.) By agreement among the partners, there 
may be allocated to the former partner a pro rata portion of the 
partnership’s income for the full partnership year. Any reasonable 
method of proration is permitted. It may be based on the period of 
time before and after the termination of the partner’s interest, or it 
may be more equitable to apportion the income on the basis of 
chargeable time before and after the partner terminated his interest.
Assume the ABCD partnership is engaged in the practice of 
public accounting. The firm uses the calendar year as its taxable 
year. The busiest time is from January 1 to June 30, and the charge­
able time during that period averages two-thirds of the total hours 
during the year. D sells his one-fourth interest to the other partners 
35
as of June 30, 1960. The partners could agree that two-thirds of the 
partnership’s income for 1960 was earned during the first six 
months. D would report as income from the ABCD partnership 
one-sixth (one-fourth of two-thirds) of the partnership income for 
1960. On the other hand, the partners could agree that regardless 
of the distribution of chargeable hours the year’s income is earned 
in equal amounts each month because expenses of the slower period 
are required if the firm is to offer the increased service in the earlier 
months and that such expenses should not be charged to the slow 
period only. If so, D would report for 1960 one-eighth (one-fourth 
of one-half) of the partnership’s income for 1960.
Distributive Shares in the Year o f Sale
Since an interim closing of partnership books is not required, 
information required by a selling partner to prepare his personal 
return for the year of sale may not be available until some time 
after the return is due. For example, assume that on December 31, 
1959 an interest is sold in a partnership filing its returns on a June 
30 year. The selling partner has been reporting on a calendar year.
In his 1959 return, due on April 15, 1960, the partner is re­
quired to report a distributive share of income for the partnership 
period July 1 to December 31, 1959. His share for that period also 
is taken into account in determining the basis for his interest and 
the possible gain or loss arising out of the sale, exchange, or liqui­
dation.93 However, information as to his distributive share may not 
be available until October 15, 1960 when the partnership return 
is due. If the partnership has obtained an extension of time for fil­
ing its return, the information will be available at an even later date.
The regulations offer no solution to this problem. The partner 
could estimate his distributive share but this would require the filing 
of an amended return when correct figures are available. It may be 
preferable for him to request an extension of time for filing this 
return. Another alternative (and possibly the simplest) would be 
for the partners to agree upon an arbitrary determination of the 
partner’s distributive share for the period ended December 31, 
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1959. In view of the flexibility allowed in amending the partner­
ship agreement, this should be acceptable.
The above discussion does not apply to a sale, exchange, or 
liquidation of less than the entire interest. Under such circum­
stances, the partnership year does not close but appropriate adjust­
ments are reflected in the distributive shares of partners who dis­
posed of less than their entire interest. For example, assume that 
A, B and C are partners owning interests of 20 per cent, 20 per 
cent, and 60 per cent, respectively. C sells one-third of his 
interest to D at a time during the year at which the partners 
agree that one-half the partnership’s income for the current year 
has been earned. C’s distributive share for the year would be 50 
per cent (60 per cent for one-half year or 30 per cent, plus 40 per 
cent for one-half year or 20 per cent). D would report 10 per cent 
(20 per cent for one-half year). As to the rules applicable in the 
event of the death of a partner, see part 12.
12. Closing the Taxable Tear—-Death of a Partner
When a partner’s interest is terminated as a result of death (and 
if the partnership does not terminate), the taxable year of the part­
nership continues as to all partners, including the deceased partner 
until the end of the partnership’s taxable year. The final return of 
the decedent partner will include only his distributive share for the 
partnership year ending in his year and no part of the partnership 
income for the period ending with his death. In this manner, the 
bunching problem described in part 11 is avoided. The distributive 
share for the later period is reported by the estate or other suc­
cessor in interest.94 If the decedent’s interest is sold, exchanged, or 
liquidated by the estate, the taxable year of the partnership would 
close as to the estate with the same consequences as described in 
parts 10 and l l . 95
The regulations provide an exception to the general rule that 
death of a partner will not close the taxable year of the partnership 
as to the deceased partner. If under the terms of an agreement exist­
ing at the date of death, a sale or exchange of the decedent partner’s 
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interest takes place as of the date of death, then the partnership year 
closes as to the decedent as of the date of death. This does not occur 
if the transfer as of the date of death is by virtue of inheritance or 
some other testamentary disposition.96 Thus, if the partnership 
agreement provided that as of the date of death, any partner’s inter­
est would be considered sold to the remaining partners as of that 
date, the partnership year would close as to the decedent on the 
date of death. His final return would include his distributive share 
for the period of the partnership ending on the date of death as well 
as his distributive share for any other partnership year which ended 
in his final taxable year.
Without an agreement as described above, a deceased partner’s 
final return will not include any distributive share of partnership 
income for the period ending with the date of death. If the partner 
and partnership are on the same taxable year, no distributive shares 
will be reported on the final return. Although, at first glance, this 
may appear desirable, there are situations when this results in a 
greater tax. This also may be true when the partner and partnership 
use different years and the final return, except for this provision, 
would include 23 months of income. For example, if the income 
were reported on the decedent’s final return, the income tax might 
be less because of income splitting than would be paid if the dis­
tributive share were included in the first return of the estate. An­
other possibility is that the decedent may have incurred substan­
tial deductions prior to death which would offset the distributive 
income for the period ending with death.
Increasing the income in the final return can be accomplished 
by an agreement as described above that the deceased partner’s in­
terest will be considered sold as of the day of death. This would 
close the taxable year with respect to such partner, but this approach 
presents some disadvantages. There must be an existing agreement 
at the date of death to sell or exchange the interest, but it cannot be 
known in advance whether it will be advantageous to close the part­
nership year. It would seem that the agreement should be with the 
surviving partners since any payments from the partnership would 
be in liquidation of an interest and would close the taxable year as 
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to the estate. Thus the partners would have to provide for the funds 
necessary to acquire each other’s interests.
As an alternative, the partnership agreement can provide that 
partners may designate a successor in interest in the event of death. 
If a partner in accordance with this agreement designates his wife, 
no income is reported by the estate and under the regulations the 
distributive share of income for the partnership year ending with or 
within her year may be included in a joint return with the deceased 
partner.97 (On the other hand, the final return, if filed separately, 
would include no distributive share.) Another advantage is the 
possibility that the spouse may qualify as a “surviving spouse” and 
be permitted income splitting benefits for two more years. The 
designation of a spouse as a successor may not be practicable in a 
CPA partnership. If the spouse is not a CPA, designation as a part­
ner would present ethical or legal problems of continuing activities 
as a partnership of CPAs.
Steps may be taken in the administration of the estate to reduce 
the income tax effect of the nonbunching of partnership income in 
the final return. If the estate has income, an election should be con­
sidered to deduct administrative expenses for income tax purposes 
rather than for estate tax purposes.98 If the executor is authorized 
to make distributions, such distributions when made are allowable 
as deductions on the estate’s income tax return. A distribution to 
the spouse will transfer income from the estate to the spouse and, 
in fact, can permit considerable flexibility dependent upon the 
amount of the distribution. The spouse would report distribution 
for the estate’s year ending in or with her year.99 Care should be 
taken to insure that a taxable year is selected for the estate which 
will permit inclusion of any earlier distributions in the spouse’s 
return for the year of death. If a joint return is filed with the estate, 
this will permit use of any otherwise unusable deductions of the 
decedent.
In making such distributions, it should be remembered that 
even distributions of principal are distributions of income unless the 
distribution is in satisfaction of a gift, a bequest of a specific sum or 
of specific property and is paid in not more than 3 installments.1"
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Thus, the transfer of a home to the surviving spouse could result 
in the transfer of income.
13. Planning for Retirem ent or Death
The partnership form of business operation is at a distinct dis­
advantage in planning for retirement or death of partners as con­
trasted with the corporate form of organization. The lower income 
tax rates generally applicable to a corporation permit a more rapid 
build-up of an estate. The corporation can adopt a greater range of 
fringe benefits for all its employees, including officer-stockholders, 
and deduct the cost. Medical insurance, stock options, group life 
insurance and other benefits may be the subject of plans the cost of 
which is deductible. The partnership can adopt similar plans but 
cannot deduct any portion of the cost attributable to benefits for 
its partners as they are not employees.
Legal and ethical requirements make it impossible to practice 
public accounting in a corporation,101 but, even if the partnership 
is less attractive as a planning vehicle than the corporation, there 
are a number of advantages to the partnership as contrasted with 
the individual proprietor.
With a partnership, it is possible to agree on the criteria to be 
employed later in setting a price for an interest in the event of death 
or retirement. Partnership agreements can and frequently do pro­
vide for an orderly method of paying for the interest of a retired or 
deceased partner. Surviving partners provide a possible market for 
each partner’s interest. The individual practitioner often cannot 
make arrangements as conveniently until the time for retirement and 
his executor can act only after death.
These are nontax factors. In addition, the Internal Revenue 
Code permits substantial flexibility in planning the tax effect of 
payments to be made by a partnership to retiring partners or the 
estate of a deceased partner. Dependent upon the partners’ plan­
ning, payments over and above a partners’ capital interest may be 
deductible by the partners and ordinary income to the recipient, or 
nondeductible by the partners and capital gain to the recipient. Al- 
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tentatively the partners may provide for the sale of an interest to 
the remaining or surviving partners with effects as described in 
part 10. In the case of a deceased partner, as explained in part 12, 
it is possible to keep open or close the partnership year as to the 
deceased partner, thereby preventing or permitting bunching in the 
partner’s final return.
Valuation o f an Interest
A partnership interest is a valuable asset. The partnership agree­
ment should provide a method for the valuation of an interest to be 
used as a basis in making payments to a retired partner or a part­
ner’s estate in the event of death. Typically, an agreement could 
provide that a partner’s interest consists of a number of things, each 
of which contributes to the value of the interest. The partner’s capi­
tal account or the book value of his interest would be a starting 
point. If the partnership owns substantial tangible assets or has 
investments, it may be desirable to adjust the book values to reflect 
appreciation or depreciation. In most instances of accounting part­
nerships, this will not be necessary as the typical accounting part­
nership, relatively speaking, does not have substantial amounts of 
tangible assets or investments.
Any determination of value should take into account undistrib­
uted earnings. The accounting records will reflect any undistributed 
earnings as of the end of the last fiscal period. However, it is 
necessary to determine whether there are any earnings since that 
date which the retiring or deceased partner did not withdraw. This 
need not be a problem in the case of a retiring partner. The date 
of retirement is selected by the partners and can be set as of the 
close of a fiscal year, rather than at an interim date. When a partner 
dies, it is usually simpler to compute earnings as of the end of the 
prior or current month, rather than as of the date of death. It is 
not necessary to provide for a closing of the books. As noted earlier, 
in the event of a sale (see part 10) it is possible to provide for a 
portion of the current earnings to be allocated to the deceased part­
ner. By taking into account a partner’s drawings for the current 
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fiscal period, his undistributed earnings would be determined. If 
the partner is overdrawn, the amount could be considered as a part 
payment of the partner’s capital account.
Payments may be made for any uncollected fees. This would 
be an important factor if the accounting partnership uses the cash 
method. Under the accrual method, uncollected fees would be 
reflected in the undistributed earnings. Under the cash method, 
however, income is recorded when the fee is collected. Accordingly, 
completed work which has been billed but no payment received as 
of the date of death or retirement represents a right to income earned 
prior to the termination of the partner’s interest but not reflected 
in the accounts.
Similarly, work in process should be taken into account. This 
will be a factor for both cash and accrual basis taxpayers. To the 
extent that work for any client is in process, there is potential 
income earned as of the valuation date. The partners could consider 
as work in process any services performed for clients for which a 
bill has not been submitted.
Although it does not seem common, partners may want to pro­
vide for goodwill. As explained in part 10, problems may exist 
where it is sought to allocate to goodwill part of the selling price 
of an interest. In the case of a retiring or deceased partner, however, 
it is possible for the agreement to provide for goodwill payments. 
If so, this allocation will be acceptable for income tax purposes.
Other questions require consideration. Should there be a differ­
ence in the amount of payments made to a retiring partner as 
contrasted with a deceased partner? Should retired partners be 
available for consultation with or without additional compensation? 
Should lump sum payments be made or should payments be over 
a period of time, thus providing a form of pension plan? The 
answers to these and similar questions will depend on each 
partnership.
Planning Payments
In planning payments, it is desirable to keep in mind the social 
security benefits which may be available. Partners in a CPA firm 
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would be covered and can depend upon a nontaxable monthly 
benefit which would form a good base for retirement income.
Obviously, it is necessary in setting a price to consider the effect 
on the partners who will make the payments. Allowance can be 
made for the fact that the income of the remaining partners would 
be increased ultimately by virtue of there being one less distributive 
share. On the other hand, in some instances the retirement or death 
of a partner may have a harmful effect on the partnership and 
actually result in a decrease in income.
It may be simpler to provide for a single amount based on prior 
or future earnings in lieu of separate payments for each item 
described above. Thus an agreement might provide for the payment 
of 200 per cent of a partner’s average distributive share for the five 
years prior to death or retirement. Alternatively, it could be pro­
vided that the partner’s distributive share, or a fixed percentage 
thereof, would continue to be paid to him for, say, three years on 
retirement or, in the event of death, to his estate or a designated 
successor.
Incom e Tax Treatment of Payments
Regardless of whether the amount of payments is determined 
by reference to earnings or a totaling of the values of partnership 
assets, it is necessary to understand what is represented by the 
partnership interest. This is what will determine the income tax 
treatment of the former partner and the remaining partners.
Section 736 is the important income tax provision for payments 
made by a partnership to retiring partners or to the estate or other 
successor in interest of a deceased partner. It applies only to 
payments made in complete liquidation of a partner’s interest and 
is not applicable to any transaction between partners.102 A sale by 
partner A to partner B of his entire interest in partnership ABC 
would not come under section 736. However, amounts paid by 
partner ABC to A to liquidate his entire interest would be subject 
to it.
If the payments made qualify under section 736, the retired 
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partner or his successor will be treated as a partner until the interest 
is liquidated. This is only for federal income tax purposes and will 
not affect treatment of the partner or successor under local law. 
If a member of a two-man partnership dies and payments are made 
to his estate in accordance with section 736, for federal income tax 
purposes the partnership continues until the entire interest is 
liquidated.103 (See part 9.) This may seem to present an ethical 
problem for an accounting firm because of the prohibition against 
sharing fees with the laity. However, since the partnership exists 
only for tax purposes, it would seem that there is no sharing of fees 
in the legal sense.
Some of the items which can make up a partner’s interest were 
described above— capital account, appreciation of assets, undis­
tributing earnings, etc. Section 736 requires that the payments made 
to the retiring partner or the deceased partner’s successor in interest 
be analyzed and broken down into payments for the partnership 
interest (that is, the interest in partnership assets), goodwill, un­
realized receivables and other payments.104 This analysis is neces­
sary regardless of the manner in which the payments are determined. 
There is no difference if payments are based on income of the 
partnership during the period payments are made or if payments 
are based on past earnings, or if a flat sum is paid.
Payment for an Interest in Partnership Property
Amounts paid for the partner’s interest in partnership property 
are treated as a distribution. Generally, this may not include pay­
ments for goodwill or unrealized receivables. The valuation placed 
by the partners on a partner’s interest in an arms-length transaction 
usually will be acceptable.105 If payments are treated as a distribu­
tion, the partnership and remaining partners are permitted no 
deduction.106 Generally, the recipient will recognize no gain unless 
the amount of money received (including reduction in the partner’s 
share of liabilities) exceeds the basis for the interest. Loss will not 
be recognized unless only money or an interest in unrealized receiv­
ables is received, and the sum of the money and the basis of the 
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unrealized receivables is less than the basis of the interest.107 Any 
gain or loss recognized as a result of the liquidating distribution will 
be a capital gain or loss108 and is taken into account for the partner’s 
taxable year in which payment is received.109
Payments for an interest in unrealized receivables are not con­
sidered as paid for an interest in property. These amounts will be 
treated as a guaranteed payment or as a distributive share of in­
come.110 The effect of this usually is to cause the payments to be 
treated as ordinary income. This would be so even if the distribu­
tion were only in money and interest on unrealized receivables. As 
noted above, this permits the recognition of a capital loss where 
realized. However, to the extent the payment is for an interest in 
unrealized receivables, there would be ordinary income.
Payments for Goodwill
Any payments made to the partner or his estate by the partner­
ship for an interest in goodwill over and above the basis which the 
firm has for goodwill are a distributive share of partnership income 
or a guaranteed payment. In most cases, such payments from an 
accounting partnership represent ordinary income. Whether the 
payment is a distributive share or a guaranteed payment, the effect 
on the remaining partners is a reduction of their income. However, 
if the partnership agreement provides for a reasonable payment with 
respect to goodwill, such amounts are included with the payments 
for the partner’s interest in property and treated as a distribution.111 
Thus, depending on the partnership agreement, amounts paid for 
goodwill may be capital gain for the recipient (where the agreement 
provides for goodwill) or ordinary income to the recipient (where 
there is no provision). As with the partner’s interest, the valuation 
of goodwill (where provided for) will be acceptable to the Revenue 
Service if arrived at in an arms-length transaction.112
Other Payments
All other amounts paid on account of a partner’s death or 
retirement are a distributive share of income or a guaranteed 
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payment. The classification of any payments (including goodwill, 
if not provided for) as a distributive share or guaranteed payment 
depends on the timing and the method of determining the payment. 
If the payments are determined with reference to current partnership 
income (e.g., 20% of partnership income for 3 years) they are a 
distributive share. If determined without reference to current earn­
ings (e.g., an amount equal to 20% of the prior 5 years’ earnings 
to be paid in 3 annual installments) they are guaranteed pay­
ments.113 Any payments which are treated as guaranteed payments 
or distributive shares are reported by the partnership and the part­
ner as of the last day of the partnership year for which the amounts 
are a deduction or a distributive share.114
In most accounting partnerships, there is little difference 
whether the payments are distributive shares or guaranteed pay­
ments. If an accounting firm has capital gain in one year, the effect 
may be different since a portion of the payment would then be 
capital gain if the payments are a distributive share. As a rule, 
however, for the accounting partnership the distinction is more 
likely to be a nuisance than anything else.
Fixed Payments Over a Period of Years
If payments are made over a period of more than one year and 
are fixed in amount, the recipient determines by proportion the 
amount of each year’s payments attributable to his interest in the 
partnership property (and treated as a distribution) and other 
payments. The proportion is based on the agreed payments. The 
amount treated as a distribution will bear to the total agreed pay­
ments during the year the same ratio that the total agreed payments 
for the partner’s interest in property bear to the total agreed 
payments.116
For example, the partners agree that A’s interest in property 
is worth $30,000 and that for his interest in property and for other 
items A will be paid 10 annual installments of $5,000. No provi­
sion is made for goodwill. On this basis, $3,000 of each year’s 
payments is for the interest in partnership property and, accordingly, 
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will be treated as a distribution. The balance will be a guaranteed 
payment, deductible by the remaining partners and ordinary income 
to the recipient.
If in any year A receives less than $3,000, the entire amount 
received is a distribution and the shortage can be carried forward. 
Thus, if under the agreement A received in 1957 only $2,000, that 
amount would be a distribution. If in 1958 he received $8,000, 
$4,000 would be a distribution and the balance a guaranteed 
payment. The partner or his estate has a choice with respect to 
reporting recognizable gain or loss on the portion of payments 
treated as a distribution. The recipient can wait until the payments 
exceed the basis before reporting any gain or defer the recognition of 
loss until the liquidation of the interest has terminated. On the other 
hand, the recipient may elect in the return for the first year in which 
payments are received to report the gain or loss proportionately 
over the years as payments are received.116
Varying Payments Over a Period o f Years
If the payments are determined by reference to the income of 
the partnership, then any payments received are, unless the partners 
agree otherwise, presumed to be for the interest in partnership 
property (exclusive of goodwill unless provided for and unrealized 
receivables) until the value of that interest has been received. Such 
payments would be a distribution. When the value of the interest 
has been received, all payments thereafter would be a distributive 
share of partnership income, presumably ordinary income to the 
recipient and a reduction of the income reported by the remaining 
partners.117
Thus, assume in our earlier example that instead of a fixed 
amount each year A was to receive 15 per cent of the partnership’s 
profits for 10 years. Any payments received up to a cumulative 
total of $30,000 would be a distribution in liquidation of A’s 
interest. Thereafter, any payments received would be a guaranteed 
payment. It is possible that when the payout is based on the firm’s 
future profits, there will be no payments over the value of the 
partner’s interest in property.
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Whether payments are fixed in amount or will vary with part­
nership income, the payments can be broken down in some other 
manner if the partners desire. Any arrangement will be acceptable 
provided it does not allocate to the interest in property (exclusive 
of goodwill not provided for and unrealized receivables) an amount 
greater than its fair value at the date of death or retirement.118
Partial Liquidation
Section 736 applies only to a complete liquidation of a partner’s 
interest. If an interest is partially liquidated, all payments received 
are treated as a distribution.119 But, if a partner receives a dis­
proportionately greater distribution of assets other than unrealized 
receivables and a disproportionately smaller distribution of un­
realized receivables,* the excess over his proportionate share of 
other assets will be treated as a sale or exchange of the portion of 
unrealized receivables not received.120 If the distribution pattern 
is reversed i,.e., a proportionately greater amount of unrealized 
receivables is received, then the distribution is a sale or exchange of 
the portion of other assets not received.
For example, A has a 30 per cent interest in an accounting 
partnership with:
Basis Value
C ash .......................................  25,000 25,000
Unrealized receivables......... — 20,000
Furniture, library, etc............  3,000 5,000
28,000 50,000
Liabilities..............................
A C apital..............................
B C apital..............................
C Capital..............................
10,000
5,400
5,400
7,200
28,000
* As with the sale of an interest (part 10) certain inventories may be held by a 
partnership which would cause a similar result. Since such property is not likely 
to be held by an accounting partnership, discussion is limited to unrealized 
receivables.
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It is agreed that A will receive a distribution in cash of $4,000 
and his interest in the partnership will be reduced to 20 per cent. 
This will cause a reduction of $1,000 in his share of the partner­
ship’s liabilities and, therefore, the total distribution is $5,000.121 
However, A’s share of cash and other assets (except unrealized 
receivables) attributable to the 10 per cent reduction is only $3,000 
(10 per cent of $25,000 and $5,000). The excess of $2,000 is a 
sale by A to the partnership of a portion of his interest in the 
unrealized receivables. These receivables have, in his hands, a zero 
basis122 and his gain on the “sale” to the partnership is $2,000 taxed 
as ordinary income.
Payments to an Estate
When a partner dies, the basis for his interest to the estate is 
the fair market value of such interest. Thus, payments received 
for the interest in property would be received by the estate without 
realization of gain or loss. On the other hand, the payments for 
unrealized receivables, goodwill (if not provided in the agreement), 
etc. are items of income in respect of a decedent and, although 
valued for estate tax purposes, are reported by the recipient in 
the same manner as if received by the decedent.123 Thus such 
amounts will be ordinary income. If an estate tax is paid, the 
recipient of the payments may deduct that portion of the estate tax 
attributable to the income reported.124
For example, assume that the ABC partnership agrees to pay 
A’s estate or heirs $8,000 a year for five years in complete liquida­
tion of A’s interest. It is agreed that $25,000 of these payments are 
for A’s interest in partnership property and the balance of $15,000 
for his interest in unrealized receivables and goodwill (which was 
not provided for in the partnership agreement). Thus, of each 
year’s payments, $3,000 will be taxed as ordinary income to the 
estate or heir. Although the value of such payment was included 
in A’s estate, the payments have no basis to the estate. Assume 
further that the difference in estate tax between including and 
excluding the value of these payments ($15,000) in the gross estate 
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is $2,900. If the payments are made as agreed, the recipient would 
report each year $3,000 as a guaranteed payment (ordinary 
income) from the partnership, and would be permitted a deduction 
(assuming the standard deduction is not claimed) of $580 
($3,000/15,000 of $2,900). (As to the payments for the interest 
in property, the value for estate tax purposes of the partnership 
interest will be the basis in the hands of the estate and, therefore, 
the payments to the estate for the interest in partnership property 
will result in no tax.)
Sale to a Partner
As noted earlier section 736 applies only to payments from the 
partnership. Instead of providing that payments will be made by 
the partnership, the agreement may be that the partners will under­
take to purchase one another’s interests in the event of death or 
retirement. Any payments so received will be a sale or exchange 
of the interest. In the event of retirement, payments attributable to 
unrealized receivables will be ordinary income. (See part 10.) 
However, if a sale is made by the estate or the deceased partner’s 
successor, the payments for unrealized receivables do not appear to 
be income in respect to the decedent. As such they will have a basis 
to the estate equal to fair market value. Thus, the sale by the estate 
for another partner would realize no income.
This distinction in treatment has been criticized. In 1960 a 
corrective amendment was approved by the House of Representa­
tives and favorably reported by the Senate Finance Committee but 
time did not permit the Senate to take action.125
Estate Tax Considerations
In addition to the value of the interest in the partnership, the 
right to receive payments over and above that value is includible 
in the gross estate. This has been settled for a number of years. 
An early case held that such payments if based on future earnings 
were not includible,126 but the case is no longer followed and is 
readily distinguished by the courts.127
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Valuation of the rights to receive future payments is not easy. 
Will the firm be able to make the payments if it survives as a part­
nership? Will the partnership earn enough income to meet this 
obligation? How are future earnings to be estimated for purposes 
of valuing payments based on future earnings? In some situations, 
the payments may be so uncertain that a very low estate tax value 
would be supportable, but it is doubtful that a zero value would be 
acceptable to the Internal Revenue Service. In other situations, 
only a small discount in value would be permitted. And, this would 
be only to take into account the period of time over which payments 
will be made.
It has been suggested that estate tax with respect to these pay­
ments may be eliminated by a separate contract with the partner’s 
spouse.128 The support for this approach is a Supreme Court deci­
sion129 involving concurrent purchases of an annuity and life 
insurance contract. The taxpayer had been required to purchase 
the annuity in order to obtain the life insurance. The taxpayer kept 
the annuity contract and made a gift of the life insurance. The 
court rejected the argument of the Revenue Service that the two 
contracts should be merged into one to permit an estate tax based 
upon a transfer with life income retained.
Similarly, the argument has been made, a partnership agree­
ment could provide for compensation to the partners and for 
retirement payments. A separate contract could be made (with the 
spouse directly or with the partner who would then assign the con­
tract to the spouse) for death benefits. Assuming sufficient con­
tingencies to make such payments (e.g., continued membership 
in the partnership) the contract would have little or no value for 
gift tax purposes. Since the contract is with the spouse, its value 
would be excluded from the estate.
However, this approach to planning has not been tested. The 
partnership arrangement is not at arms-length, and the possibility 
of the court finding one contract would seem greater than with 
the insurance contract described above. In addition, it is not clear 
that the payments made under the separate retirement contract 
would be deductible by the partnership.
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14. Income A ttributable to Several Taxable Years
On occasion, income earned over a period of time may be 
received or accrued in one taxable year. Because of the graduated 
income tax rates this bunching of income in one year subjects it 
to a higher tax than would be applicable if the income could have 
been reported ratably over the period of time it was earned. There 
are a number of provisions in the Internal Revenue Code which 
provide an averaging technique for the computation of tax in the 
year income is received or accrued. Section 1301, compensation 
from an employment covering a period of at least 36 months, is 
of greatest interest to the CPA partnership.
Section 1301 applies to an individual or a partnership and 
relates to compensation for an employment or arrangement to 
accomplish a particular result. If the arrangement is for the per­
formance of general services, section 1301 is not applicable.130 For 
example, an agreement to perform auditing, accounting, and tax 
services for a client would be for the performance of general ser­
vices. In the course of rendering such services, it is quite likely 
a number of separate and unrelated projects may arise, but, since 
the arrangement is not for the accomplishment of a particular result, 
the arrangement would not qualify. On the other hand, assume that 
special problems arise with respect to the tax return for one year. 
The client and the accounting firm agree that these problems are 
outside the arrangement and that compensation should be separate. 
This would be a separate employment and, if other conditions are 
met, section 1301 would apply.
The employment must extend over a period of at least 36 
months. The individual or partnership must have received or 
accrued at least 80 per cent of the total compensation for the 
employment in the taxable year for which relief is sought. If these 
conditions are met then the tax for the year of receipt or accrual 
which is attributable to the compensation for the employment shall 
not be greater than the aggregate of taxes which would have been 
paid had the amount been received or accrued ratably over the 
period of employment preceding the date of accrual or receipt.131
For example, assume that on September 30, 1959, $40,000 is
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received as the entire compensation from an engagement in which 
services were rendered over a 40-month period ending on September 
30, 1959. In determining the tax attributable to this compensation, 
$ 1,000 would be allocated to each month. Thus, $7,000 is allocable 
to 1956, $12,000 to 1957, $12,000 to 1958, and $9,000 to 1959. 
If the compensation had been received on February 1, 1959 but 
the employment had actually ended on September 30, 1959, then 
the compensation would be spread over only the 32 months pre­
ceding the receipt of the compensation. Thus, $8,750 is allocated 
to 1956, $15,000 to 1957, $15,000 to 1958, and $1,250 to 1959.132
The regulations outline the steps to be taken in the computa­
tion of tax where the compensation received or accrued qualifies 
under section 1301.133 The principles are the same regardless of 
whether the services were performed by an individual or a partner­
ship. In the case of a partnership, as explained below, not all 
partners may qualify, but those who do would compute tax for the 
year of receipt or accrual in the following manner:
(1) Compute the tax for the year of receipt or accrual, includ­
ing in gross income the total compensation that was received or 
accrued.
(2) Compute the tax for the year without such inclusion.
(3) Compute the tax attributable to the compensation allocable 
to each taxable year. This would be the difference between the tax 
for each year including the allocable compensation and the tax 
without such compensation. It may be necessary to recompute the 
medical expense deduction or to reconsider the standard deduction. 
A greater amount of charitable contributions may be deductible. It 
may be necessary to recompute the tax of years to which no part 
of the compensation was attributable in order to take into account 
the effect of an allocation to a year in which there was a net operat­
ing loss. The computation of tax for any of these years is not 
affected by the statute of limitations. The sole purpose of the 
computation is to set a ceiling on the tax for the year of receipt 
or accrual.
(4) The tax for the year of receipt or accrual is the lesser of
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the tax computed under (1), or the total of the taxes computed 
under (2) and (3).
W hich Partners Are Eligible
If the services have been rendered by a partnership, the part­
ners may benefit from the provision of section 1301. It is immate­
rial whether or not a particular partner performed any services in 
connection with the employment. Any member of the partnership 
shall be entitled to the benefits of section 1301 if he has been a 
member of the partnership continuously for a period of 36 months 
preceding the date of receipt or accrual or for the period of em­
ployment preceding the receipt or accrual. If the partner was not 
a member of the firm for the entire period of the employment, then 
the allocation of his share shall be only over the period he was a 
member of the firm prior to the date of receipt or accrual. A member 
of a partnership may include as a period of membership, any period 
immediately prior to becoming a partner during which he was an 
employee, and the partnership was engaged in the employment.134
For example, assume that on June 1, 1952 A became an 
employee of a CPA firm and a partner on June 1, 1956. On June 
1, 1954, the firm was engaged to perform accounting services for 
an estate. The engagement was completed on June 1, 1958 and 
fees of $20,000 were received which met the requirements of section 
1301. A’s share of this fee is $2,400, and he can allocate his share 
ratably to the period from June 1, 1954 to May 31, 1958.
However, if A had left the employ of the firm on June 1, 1955 
and returned on June 1, 1956 as a partner, he would not be eligible 
for the benefits of section 1301. He was not a member of the 
partnership continuously for 36 months prior to the receipt of the 
compensation, nor was he a member continuously for the period of 
employment prior to the receipt.
Effect o f Term ination o f a Partnership
Part 9 discussed the problems created by termination of a 
partnership. Such an event has no effect on an employment under 
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section 1301 and any partners who continue in the employment 
either as individuals or in another partnership will be eligible for 
the benefits of section 1301.135 For example, partnership AB begins 
an employment on January 1, 1955. On January 1, 1957 the 
partnership terminates and A continues in the employment which 
is completed on January 31, 1959, at which time A receives the 
entire compensation. A would be entitled to the benefits of section 
1301.
Suppose that on January 1, 1957 the partnership AB had 
terminated as a result of B’s sale of his interest to C, and partnership 
AC continued the employment. Only A would be eligible under 
section 1301 since he had a continuous interest in the employment 
for more than 36 months. C was not a member of the partnership 
for at least 36 months prior to the receipt, and he was not a member 
of the partnership for the period of the employment prior to the 
receipt.
Retiring Partners
A partner who has retired under local law will continue to be 
a partner until his interest in such compensation has terminated. 
This is consistent with the provisions of section 736, governing the 
treatment of payments to a retired partner. However, section 1301 
relief will be available only if on the date of retirement (according 
to local law) the partner would have qualified for relief. The 
allocation is permitted only for the period preceding the date of 
retirement.136
Although the regulations do not cover this point, it would seem 
that the same would be true in the case of a deceased partner. Thus, 
the successor in interest of a deceased partner is treated as a partner 
while the interest is being liquidated. If, at the date of death, the 
partner would have been eligible for section 1301 benefits had 
compensation been received, then his estate or other successor in 
interest would be eligible for section 1301 relief.
If an individual begins an employment and it is continued with 
others in a partnership, the entire arrangement shall be treated as 
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a single employment covering the period during which work was 
done by an individual and the period during which the partnership 
did the work. When the compensation is received, the other mem­
bers of the partnership can only take into consideration the period 
during which services were performed by the partnership.137 Thus, 
the other partners will not be eligible for section 1301 benefits if 
the partnership, as such, was not engaged in the employment for 
at least 36 months. Assuming eligibility under section 1301, the 
other partners may not go back prior to the date the partnership 
began work on the employment.
A partnership presumably will have some flexibility in ascer­
taining the share of the section 1301 compensation to be allocated 
to each partner. The only limitation would be that the allocation 
have economic significance and not be an attempt to avoid tax.
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